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(3) Computation of total value of U.S. as-
sets.

(c) Step 2: Determination of total amount
of U.S.-connected liabilities for the tax-
able year.

(1) General rule.

(2) Computation of the actual ratio.

(i) In general.

(ii) Classification of items.

(iii) Determination of amount of worldwide
liabilities.

(iv) Determination of value of worldwide
assets.

(v) Hedging transactions.

(vi) Treatment of partnership interests and
liabilities.

(vii) Computation of actual ratio of insur-
ance companies.

(viii) Interbranch transactions.

(ix) Amounts must be expressed in a single
currency.

(3) Adjustments.

(4) Elective fixed ratio method of deter-
mining U.S. liabilities.

(5) Examples.

(d) Step 3: Determination of amount of in-
terest expense allocable to ECI under the
adjusted U.S. booked liabilities method.

(1) General rule.

(2) U.S. booked liabilities.

(i) Ingeneral.

(ii) Properly reflected on the books of the
U.S. trade or business of a foreign cor-
poration that is not a bank.

(A) In general.
(B) Identified
flected.
(iii) Properly reflected on the books of the
U.S. trade or business of a foreign cor-

poration that is a bank.

(A) In general.

(B) Inadvertent error.

(iv) Liabilities of insurance companies.

(v) Liabilities used to increase artificially
interest expense on U.S. booked liabil-
ities.

(vi) Hedging transactions.

(vii) Amount of U.S. booked liabilities of a
partner.

(viii) Interbranch transactions.

(3) Average total amount of U.S. booked li-
abilities.

(4) Interest expense where U.S. booked li-
abilities equal or exceed U.S. liabilities.

(i) In general.

(ii) Scaling ratio.

(iii) Special rules for insurance companies.

(5) U.S.-connected interest rate where U.S.
booked liabilities are less than U.S.-con-
nected liabilities.

(i) In general.

(ii) Interest rate on excess U.S.-connected
liabilities.

(6) Examples.

(e) Separate currency pools method.

(1) General rule.

liabilities not properly re-
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(i) Determine the value of U.S. assets in
each currency pool.

(ii) Determine the U.S.-connected liabilities
in each currency pool.

(iii) Determine the interest expense attrib-
utable to each currency pool.

(2) Prescribed interest rate.

(3) Hedging transactions.

(4) Election not available
hyperinflationary assets.

(5) Examples.

(f) Effective date.

(1) General rule.

(2) Special rules for financial products.

[T.D. 8658, 61 FR 9329, Mar. 8, 199%; 61 FR
15891, Apr. 10, 1996]

if excessive

§1.882-1 Taxation of foreign corpora-
tions engaged in U.S. business or of
foreign corporations treated as hav-
ing effectively connected income.

(a) Segregation of income. This section
applies for purposes of determining the
tax of a foreign corporation which at
any time during the taxable year is en-
gaged in trade or business in the
United States. It also applies for pur-
poses of determining the tax of a for-
eign corporation which at no time dur-
ing the taxable year is engaged in trade
or business in the United States but
has for the taxable year real property
income or interest on obligations of
the United States which, by reason of
section 882 (d) or (e) and §1.882-2, is
treated as effectively connected for the
taxable year with the conduct of a
trade or business in the United States
by that corporation. A foreign corpora-
tion to which this section applies must
segregate its gross income for the tax-
able year into two categories, namely,
the income which is effectively con-
nected for the taxable year with the
conduct of a trade or business in the
United States by that corporation and
the income which is not effectively
connected for the taxable year with the
conduct of a trade or business in the
United States by that corporation. A
separate tax shall then be determined
upon each such category of income, as
provided in paragraph (b) of this sec-
tion. The determination of whether in-
come or gain is or is not effectively
connected for the taxable year with the
conduct of a trade or business in the
United States by the foreign corpora-
tion shall be made in accordance with
section 864(c) and 8§1.864-3 through
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1.864-7. For purposes of this section in-
come which is effectively connected for
the taxable year with the conduct of a
trade or business in the United States
includes all income which is treated
under section 882 (d) or (e) and §1.882-2
as income which is effectively con-
nected for the taxable year with the
conduct of a trade or business in the
United States by the foreign corpora-
tion.

(b) Imposition of tax—(1) Income not ef-
fectively connected with the conduct of a
trade or business in the United States. If
a foreign corporation to which this sec-
tion applies derives during the taxable
year from sources within the United
States income or gains described in
section 881(a) and paragraph (b) or (c)
of §1.881-2 which are not effectively
connected for the taxable year with the
conduct of a trade or business in the
United States by that corporation,
such income or gains shall be subject
to a flat tax of 30 percent of the aggre-
gate amount of such items. This tax
shall be determined in the manner, and
subject to the same conditions, set
forth in §1.881-2 as though the income
or gains were derived by a foreign cor-
poration not engaged in trade or busi-
ness in the United States during the
taxable year, except that in applying
paragraph (c) of such section there
shall not be taken into account any
gains which are taken into account in
determining the tax under section
882(a)(1) and subparagraph (2) of this
paragraph.

(2) Income effectively connected with
the conduct of a trade or business in the
United States—(i) In general. If a foreign
corporation to which this section ap-
plies derives income or gains which are
effectively connected for the taxable
year with the conduct of a trade or
business in the United States by that
corporation, the taxable income or
gains shall, except as provided in
§1.871-12, be taxed in accordance with
section 11 or, in the alternative, sec-
tion 1201(a). See sections 11(f) and
882(a)(1). Any income of the foreign
corporation which is not effectively
connected for the taxable year with the
conduct of a trade or business in the
United States by that corporation shall
not be taken into account in deter-

§1.882-1

mining either the rate or amount of
such tax.

(ii) Determination of taxable income.
The taxable income for any taxable
year for purposes of this subparagraph
consists only of the foreign corpora-
tion’s taxable income which is effec-
tively connected for the taxable year
with the conduct of a trade or business
in the United States by that corpora-
tion; and, for this purpose, it is imma-
terial that the trade or business with
which that income is effectively con-
nected is not the same as the trade or
business carried on in the United
States by that corporation during the
taxable year. See example 2 in §1.864—
4(b). In determining such taxable in-
come all amounts constituting, or con-
sidered to be, gains or losses for the
taxable year from the sale or exchange
of capital assets shall be taken into ac-
count if such gains or losses are effec-
tively connected for the taxable year
with the conduct of a trade or business
in the United States by that corpora-
tion.

(iii) Cross references. For rules for de-
termining the gross income and deduc-
tions for the taxable year, see section
882 (b) and (c)(1) and the regulations
thereunder.

(c) Change in trade or business status.
The principles of paragraph (c) of
§1.871-8 shall apply to cases where
there has been a change in the trade or
business status of a foreign corpora-
tion.

(d) Credits against tax. The credits al-
lowed by section 32 (relating to tax
withheld at source on foreign corpora-
tions), section 33 (relating to the for-
eign tax credit), section 38 (relating to
investment in certain depreciable prop-
erty), section 39 (relating to certain
uses of gasoline and lubricating oil),
section 40 (relating to expenses of work
incentive programs), and section 6042
(relating to overpayments of a tax)
shall be allowed against the tax deter-
mined in accordance with this section.
However, the credits allowed by sec-
tions 33, 38, and 40 shall not be allowed
against the flat tax of 30 percent im-
posed by section 881(a) and paragraph
(b)(1) of this section. For special rules
applicable in determining the foreign
tax credit, see section 906(b) and the
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regulations thereunder. For the dis-
allowance of certain credits where a re-
turn is not filed for the taxable year
see section 882(c)(2) and the regulations
thereunder.

(e) Payment of estimated tax. Every
foreign corporation which for the tax-
able year is subject to tax under sec-
tion 11 or 1201(a) and this section must
make payment of its estimated tax in
accordance with section 6154 and the
regulations thereunder. In determining
the amount of the estimated tax the
foreign corporation must treat the tax
imposed by section 88l(a) and para-
graph (b)(1) of this section as though it
were a tax imposed by section 11.

(f) Effective date. This section applies
for taxable years beginning after De-
cember 31, 1966. For corresponding
rules applicable to taxable years begin-
ning before January 1, 1967, see 26 CFR
1.882-1 (Revised as of January 1, 1971).

[T.D. 7293, 38 FR 32797, Nov. 28, 1973]

§1.882-2 Income of foreign corpora-
tions treated as effectively con-
nected with U.S. business.

(a) Election as to real property income.
A foreign corporation which during the
taxable year derives any income from
real property which is located in the
United States, or derives income from
any interest in any such real property,
may elect, pursuant to section 882(d)
and §1.871-10, to treat all such income
as income which is effectively con-
nected for the taxable year with the
conduct of a trade or business in the
United States by that corporation. The
election may be made whether or not
the foreign corporation is engaged in
trade or business in the United States
during the taxable year for which the
election is made or whether or not the
corporation has income from real prop-
erty which for the taxable year is effec-
tively connected with the conduct of a
trade or business in the United States,
but it may be made only with respect
to income from sources within the
United States which, without regard to
section 882(d) and §1.871-10, is not effec-
tively connected for the taxable year
with the conduct of a trade or business
in the United States by that corpora-
tion. The income to which the election
applies shall be determined as provided
in paragraph (b) of §1.871-10 and shall
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be subject to tax in the manner, and
subject to the same conditions, pro-
vided by section 882(a)(1) and paragraph
(b)(2) of §1.882-1. Section 871(d) (2) and
(3) and the provisions of §1.871-10 there-
under shall apply in respect of an elec-
tion under section 882(d) in the same
manner and to the same extent as they
apply in respect of elections under sec-
tion 871(d).

(b) Interest on U.S. obligations received
by banks organized in possessions. Inter-
est received from sources within the
United States during the taxable year
on obligations of the United States by
a foreign corporation created or orga-
nized in, or under the law of, a posses-
sion of the United States and carrying
on the banking business in a possession
of the United States during the taxable
year shall be treated, pursuant to sec-
tion 882(e) and this paragraph, as in-
come which is effectively connected for
the taxable year with the conduct of a
trade or business in the United States
by that corporation. This paragraph
applies whether or not the foreign cor-
poration is engaged in trade or busi-
ness in the United States at any time
during the taxable year but only with
respect to income which, without re-
gard to this paragraph, is not effec-
tively connected for the taxable year
with the conduct of a trade or business
in the United States by that corpora-
tion. Any interest to which this para-
graph applies shall be subject to tax in
the manner, and subject to the same
conditions, provided by section 882(a)(1)
and paragraph (b)(2) of §1.882-1. To the
extent that deductions are connected
with interest to which this paragraph
applies, they shall be treated for pur-
poses of section 882(c)(1) and the regu-
lations thereunder as connected with
income which is effectively connected
for the taxable year with the conduct
of a trade or business in the United
States by the foreign corporation. An
election by the taxpayer is not re-
quired in respect of the income to
which this paragraph applies. For pur-
poses of this paragraph the term “‘pos-
session of the United States’ includes
Guam, the Midway Islands, the Pan-
ama Canal Zone, the Commonwealth of
Puerto Rico, American Samoa, the Vir-
gin Islands, and Wake Island.
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